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How often have you tried to find guidance on preparing and auditing governmental financial statements prepared
on the cash basis, modified cash basis or regulatory basis of accounting (also known as
other comprehensive bases of accounting or
OCBOA), only to find that little authoritative
or practical guidance exists?
With the issuance of Governmental
Accounting Standards Board Statement No.
34, Basic Financial Statements—and
Management’s Discussion and Analysis—for
State and Local Governments, questions
regarding this statement’s applicability to
OCBOA financial statements are coming fast
and furious. The frequently asked questions
include:
• Do the financial reporting requirements of
Statement No. 34 apply to governmental
financial statements prepared on a comprehensive basis of accounting other than generally accepted accounting principles?
• How should capital assets and long-term
debt be reported in OCBOA financial statements, especially in light of the new government-wide reporting requirements of
Statement No. 34?
• What note disclosures are required or
appropriate in OCBOA financial statements of state and local governmental entities?
• What constitutes a modified cash basis of
accounting and how does it differ from the
cash basis?
• Do the financial reporting requirements of
Statement No. 34 apply to regulatory basis
financial statements?
• How should an auditor address materiality
determinations and report in an audit of
OCBOA financial statements?

An AICPA practice aid, Applying
OCBOA in State and Local
Governmental Financial Statements,
addresses these questions and provides
practical guidance for financial statement preparers and auditors.
The practice aid defines a basis of
accounting as generally involving three elements of accounting and financial reporting:
Basis of measurement. Criteria for how
transactions are recorded, such as the accounting treatment for the acquisition and use of
capital assets.
Basis of recognition. Criteria for when
transactions are recognized, such as when the
cash is received or paid.
Basis of disclosure. Criteria for what the
financial statements should include and disclose, such as a management’s discussion and
analysis, government-wide financial statements, fund financial statements and applicable note disclosures.
It is in the context of these three criteria,
and through using the existing professional
guidance in Statement on Auditing Standards
No. 62, Special Reports, as amended, and
related interpretations, that the practice aid
defines and provides examples of the other
comprehensive bases of accounting most
commonly used by many small state and local
government entities: the cash basis, the modified cash basis and the regulatory basis.
Why is the use of OCBOA so prevalent
in state and local governmental entities?
OCBOA accounting and financial statement
alternatives, if properly applied, may offer
some benefits to certain government financial
statement preparers and users, including:
• OCBOA accounting records are easier to
understand and maintain.
• OCBOA financial statements are easier to
prepare than financial statements prepared
continued on page A2
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continued from page A1—OCBOA
under generally accepted accounting principles.
• OCBOA accounting and financial reporting may be less costly
than GAAP.
• OCBOA financial statements may be more understandable and
usable by some government officials who have limited understanding of GAAP.
• Regulatory basis financial statements may better meet the specific needs of certain regulatory or oversight agencies.
However, a word of caution should be noted. While the use of
an other comprehensive basis of accounting may offer some benefits to certain governmental entities compared with the use of
GAAP, OCBOA accounting and financial reporting also has its limitations, including:
• OCBOA financial statements do not provide a comprehensive
measure of the government’s true economic-based financial condition and changes therein.
• OCBOA financial statements may not meet the needs of certain
users, such as investors, creditors and the credit rating agencies.
• Government officials could rely unduly on OCBOA financial
information to make certain management or policy decisions.
• OCBOA financial condition and results can be easily manipulated by dictating the timing of cash receipts and disbursements.
The practice aid indicates that generally, if a government’s
financial statements are intended to be a complete presentation, the
financial reporting requirements of Statement No. 34 (including a
management discussion and analysis, government-wide statements,
fund statements, notes and required supplemental information)
should be followed in cash basis and regulatory basis presentations.
The applicability of the Statement No. 34 requirements to regulatory basis statements will depend on the specific requirements as
outlined in the applicable laws or regulations.
In addition, the practice aid addresses the capital asset and
long-term debt issues involving OCBOA statements. It indicates
that in a complete set of financial statements on the cash basis of
accounting, capital assets and long-term debt balances should not
be included in the statement of financial position, because the cash
basis presentation is limited to reporting cash and cash equivalents
and changes therein resulting from cash receipt and disbursement
transactions. In such a cash basis presentation, in both the government-wide and fund financial statements, the use of cash to acquire
capital assets or pay long-term debt principal and interest should be
reported as cash disbursements, and the receipt of cash from debt
proceeds and disposals of capital assets should be reported as cash
receipts. The statements of net assets and balance sheets would not
report capital assets or long-term debt.
In a complete set of financial statements on the modified cash
basis of accounting, capital assets and long-term debt arising from
cash transactions may be reported if the cash basis of accounting is
modified for such GAAP treatment of these accounts. The reporting
of capital assets and related depreciation, where applicable, and the
reporting of long-term debt are both modifications to the cash basis
of accounting having substantial support. However, a modified cash
basis of accounting may result from modifications to the cash basis

that do not involve the reporting of capital assets and long-term debt
arising from cash transactions. In this case, capital asset and longterm debt transactions should be reported as described in the cash
basis discussion above.
In the practice aid author’s opinion, the modifications to report
capital assets and long-term debt arising from cash transactions are
always important modifications to consider due to the significance
of these account balances to most state and local governments.
While not a required modification, the usefulness of the modified
cash basis government-wide financial statements and proprietary
fund financial statements is enhanced by reporting capital assets
and long-term debt.
Finally, in financial statements using a regulatory basis of
accounting, the specific regulations or contractual provisions will
dictate the accounting treatment for capital assets and long-term
debt.
The practice aid (No. 006614CPA11), with its analysis, practical guidance and sample OCBOA financial statements is intended
to be a useful tool to both preparers and auditors of state and local
governmental financial statements. The price is $59 for members
and $73.75 for non-members. To order:
888/777–7077

www.cpa2biz.com/store

Mike Crawford, CPA, is chairman of Crawford & Associates,
P.C., in Oklahoma City, and is the author of the AICPA Practice
Aid Applying OCBOA in State and Local Governmental Financial
Statements.

PCAOB Holds Roundtable on
Audit Documentation
The Public Company Accounting Oversight Board held a
roundtable meeting on Sept. 29 to discuss a new auditing standard addressing audit documentation. Representatives from
accounting firms, public companies, investor groups, regulators
and the AICPA participated, along with PCAOB members.
Section 103(a)(2)(A)(i) of the Sarbanes-Oxley Act directs
the board to adopt an audit documentation standard that would
require auditors to prepare, and maintain for a period of not
less than seven years, audit work papers and other information
related to any audit report, in sufficient detail to support the
conclusions reached in that report. In light of this and other
considerations, the board will be discussing a new standard on
audit documentation. Materials related to the meeting have
been posted to:
www.pcaobus.org/pcaob_standards.asp
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IRS and States Work Together
to Prevent Tax Avoidance
The Internal Revenue Service and state tax
officials have established a new nationwide
partnership to combat abusive tax
avoidance. Under agreements with
individual states, the IRS will share
information on abusive tax avoidance
transactions and those taxpayers who
participate in them.
The agreements creating this partnership are designed to enable both state and
federal governments to move more aggressively in the fight to ensure all taxpayers pay
their fair share. Forty states and the District
of Columbia joined the IRS in signing
agreements.
“This agreement marks a milestone in
state and federal cooperation,” said IRS
Commissioner Mark W. Everson. “From
today forward, we will work together combating abusive tax schemes. We will share
information and coordinate case management. This agreement effectively extends
the resources of the IRS and the states.”
Under the partnership, the IRS will
exchange information about abusive tax
avoidance transaction leads with participating states. This will allow the IRS and state
agencies to avoid duplication and to piggyback on the results of each other’s work.
The states and the IRS will then share information on any resulting tax adjustments,
reducing the need for duplicating lengthy

taxpayer examinations by both a state and
the IRS.
“The states and the IRS share a common goal to dry up abusive schemes,” said
Stephen M. Cordi, President of the
Federation of Tax Administrators
and deputy comptroller of Maryland.
“This new partnership will
strengthen overall tax administration
at the federal and state levels and
present a united compliance front
against those taxpayers tempted by
improper avoidance transactions.”
The Federation of Tax Administrators
represents all state tax agencies in the 50
states, the District of Columbia and New
York City.
The states involved in the signing of the
partnership agreement include: Alabama,
Arizona, Arkansas, California, Connecticut,
Georgia, Florida, Hawaii, Idaho, Illinois,
Indiana, Iowa, Kansas, Kentucky, Louisiana,
Maryland, Massachusetts, Minnesota,
Mississippi, Missouri, Montana, New
Hampshire, New Jersey, New Mexico, New
York, North Carolina, North Dakota, Ohio,
Oklahoma, Oregon, Pennsylvania, Rhode
Island, South Carolina, South Dakota, Utah,
Vermont, Virginia, Washington, West
Virginia and Wisconsin—and the District of
Columbia. More states were expected to
sign the agreement in the weeks following
the Sept. announcement.
The Abusive Tax Avoidance
Transactions (ATAT) memorandum of

Treasury and IRS Issue Final Regulations for
Split-Dollar Life Insurance Arrangements
The Treasury Department and the Internal Revenue Service issued
final regulations on the tax treatment of split-dollar life insurance
arrangements. The regulations provide comprehensive tax rules for
split-dollar life insurance arrangements that are entered into or
materially modified after Sept. 17, 2003. In its report on the Enron
Corporation, the Joint Committee on Taxation recommended the
finalization of these regulations.
“The regulations provide tax rules that reflect the underlying
economics of split-dollar life insurance arrangements,” said Treasury
Assistant Secretary for Tax Pam Olson. “Under these rules, companies cannot use split-dollar life insurance arrangements to provide
tax-free compensation to their executives. By insuring that split-dollar
arrangements are appropriately taxed, the regulations curb a backdoor
form of executive compensation and promote greater transparency.”
A split-dollar life insurance arrangement involves two parties
agreeing to split the premiums and/or benefits of a life insurance
policy. These arrangements are often used for executive compensation or for gifts among family members.

understanding between individual states and
the IRS was a joint effort, negotiated over
the past year, by representatives of the IRS
Small Business/Self-Employed (SB/SE)
Division, FTA and several state tax agencies.
SB/SE Commissioner Dale F. Hart
said, “This agreement is a testament to the
positive impact that partnering can have on
good tax administration. It’s a smart, common-sense approach and the latest in the
government’s ongoing efforts to ensure the
fairness of the American tax system.”
The ATAT memorandum of understanding focuses solely on abusive tax
avoidance transactions. The agreement
leaves procedures governing communication on more routine taxpayer compliance
efforts unchanged, maintaining separation
of federal and state tax authority and protection of taxpayer privacy.
“We treat taxpayer privacy as a top priority,” said Everson. “This agreement does
not impede our high standards for protecting taxpayer rights or privacy. The information shared under this agreement will be
strictly limited to that pertaining to abusive
transactions.”
In addition to greater cooperation in
sharing leads in the area of abusive tax
transactions, the partnership with the states
includes joint outreach activities to the
public to more effectively counter the
claims of those marketing tax schemes and
scams.

The final regulations provide that the tax treatment of split-dollar life insurance arrangements will be determined under one of two
sets of rules, depending on who owns the policy. If the executive
owns the policy, the employer’s premium payments are treated as
loans to the executive. Consequently, unless the executive is
required to pay the employer market-rate interest on the loan, the
executive will be taxed on the difference between market-rate interest and the actual interest.
If the employer is the owner, the employer’s premium payments are treated as providing taxable economic benefits to the
executive. The economic benefits include the executive’s interest in
the policy cash value and current life insurance protection.
The regulations provide similar loan and economic benefit rules
for split-dollar life insurance arrangements between family members
or other parties, such as corporations and their shareholders.
Notice 2002-8, which was issued on Jan. 3, 2002, included certain transition rules for split-dollar arrangements entered into prior
to Jan. 28, 2002. Those transition rules expire on Dec. 31, 2003.
A new revenue ruling also establishes that certain prior administrative guidance on split-dollar life insurance arrangements is now
obsolete.
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FASB Adds Project on
Measurement of “CashBalance” Defined Pension Plan
Obligations

F

The Financial Accounting Standards Board has added a limited
scope project to its agenda that would lead to an Interpretation

OTC Drugs and
Flexible Spending
Accounts
The Treasury Department and the IRS
have announced that over-the-counter
drugs can be paid for with pre-tax dollars
through health care flexible spending
accounts. They issued guidance clarifying
that reimbursements for nonprescription
drugs by an employer health plan are
excluded from income. Thus, reimbursements by health flexible spending

arrangements (FSAs) and other employer
health plans for the cost of over-thecounter drugs available without prescription are not subject to tax if properly substantiated by the employee.
Revenue Ruling 2003-102 explains
that the statutory exclusion for reimbursements of employee health expenses is
broader than the itemized deduction for
medical expenses (which does not apply
to nonprescription drugs). The guidance
clarifies that employer reimbursements of
employee health expenses that are nonprescription drugs, including reimbursements

IASB Member Harry
Schmid to Retire
Harry K. Schmid has decided to step down from
the International Accounting Standards Board as of Mar. 31, 2004,
a year before his term is set to expire, the IASB announced.
Before joining the IASB, Schmid served as a senior vice president of Nestlé, responsible for corporate reporting. Over a 40-year
period, he was engaged in preparing Nestlé’s financial statements
in Europe and Latin America. During that time, he worked closely
with the preparer community in Europe in the standard-setting

Economic Crime a
Problem Worldwide,
Survey Finds
Over a third of companies were victims of
fraud in the last two years, suffering an
average loss of over $2 million, according
to PricewaterhouseCoopers Global
Economic Crime Survey 2003. Worldwide,
the highest levels of economic crime were
reported in Africa (51%) and North
America (41%).
Large companies, with over 1,000
employees in a country, were found to be
the most vulnerable to fraud, with 52%

of FASB Statement No. 87, Employers’ Accounting for
Pensions. The project will address the measurement of
obligations under so-called “cash balance” pension plans.
Current accounting guidance does not specifically
address the types of benefit arrangements that exist in
many cash balance pension plans. The FASB says the
project seeks to define the characteristics of “cash balance”
plans and provide an accounting method companies can use to
measure their pension obligations to employees.

through health FSAs and health reimbursement arrangements (HRAs), are
excluded from income like other
employer reimbursements of employee
health expenses. The agencies noted that
this will mean savings to consumers with
access to employer plans who may purchase nonprescription drugs.
However, for purposes of the itemized medical expenses deduction, it is still
not permissible to deduct the cost of such
over-the-counter drugs. In addition, the
cost of dietary supplements is not
excluded from income, the IRS said.

process and served as an industry representative on the board of
the IASB’s predecessor, the International Accounting Standards
Committee. The IASB said that he has continued to keep in close
touch with preparers’ concerns since joining the IASB.
“Harry Schmid has been a dedicated advocate of international
accounting standards, key contributor to the IASB and an important bridge to the corporate community in both Europe and Latin
America,” said Paul A. Volcker, chairman of the IASC Foundation.
The Trustees of the IASC Foundation have begun a search for
Schmid’s replacement, emphasizing the importance of experience
in the preparation of financial statements, and were expected to
announce a successor before Schmid’s departure in Mar.

reporting economic crime in the past two
years. This compares with only 37% of
smaller companies that reported fraud, the
survey found. Larger companies’ investment in unfamiliar overseas markets, the
devolution of management control and
investment in superior fraud risk management systems help explain higher detection
rates in larger businesses, PwC said.
Financial services firms were hit the
hardest. One in six banks, for example,
reported uncovering money laundering during the past two years as improved control
and compliance systems and ongoing
efforts to raise awareness of money laundering led to higher detection rates.
The financial loss from economic

crime is very difficult to quantify, especially
for less tangible economic crimes such as
cybercrime. One third of the companies that
reported fraud couldn’t put a value on the
damage done. PwC says that the real cost
goes beyond the average loss of $2.2 million. Such losses are rarely recovered. In
fact, only 9% of companies suffering fraud
were able to recover more than 80% of their
losses. In addition, only a little more than
half of the businesses surveyed had taken
out insurance against fraud losses.

